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Students’ Department
H. A. Finney, Editor
H. P. Baumann, Associate Editor

AMERICAN INSTITUTE EXAMINATIONS
(Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinions of the editors
of the Students' Department.)
Examination in Accounting Theory and Practice—Part I
November 18, 1926, 1 p. m. to 6 p. m.
The candidate must answer the first three questions and one other question.
No. 1 (37 points):
You are employed by the X Company, engaged in the manufacture of electric
washing machines, to make an audit of its books of account and records for the
year ended December 31, 1925.
From the following trial balance (abstracted from the company’s books as of
December 31, 1925, before closing) and accompanying data, prepare such ad
justing entries as you think necessary; a balance-sheet as at January 1, 1926,
and a detailed statement of income and profits for the year ended December 31,
1925.
Cash................................................................................. $235,240
Accounts receivable........................................................
547,000
Notes receivable..............................................................
36,250
Land................................................................................
150,000
Buildings..........................................................................
450,000
Machinery and equipment............................................. 1,000,000
Tools........................................
51,000
Reserve for depreciation—Buildings..............................
$131,000
“
“
“
—Machinery and equipment .
310,000
“
“
“
—Tools.....................................
27,500
Stationery and office supplies.........................................
12,620
Salesmen's salaries..........................................................
87,500
Inventory—Work in process and finished goods, De
cember 31, 1924.............
525,000
“
—Materials, December 31,1924.................
350,000
Reserve for bad debts....................................................
1,600
Donations........................................................................
350
General office salaries.....................................................
32,520
Unexpired insurance.......................................................
2,650
Return sales and allowances..........................................
31,720
Power, light and heat.....................................................
37,650
Maintenance and repairs.................................................
39,265
Sundry factory expenses.................................................
37,875
Factory supplies..............................................................
73,060
Direct labor.....................................................................
450,000
Materials purchased....................................................... 1,625,000
Depreciation, buildings..................................................
6,000
“
machinery and equipment.......................
60,000
“
tools..........................................................
12,500
Sales.................................................................................
3,340,000
Indirect labor..................................................................
242,000
Insurance.........................................................................
18,700
Executive salaries...........................................................
110,000
Miscellaneous office expense...........................................
3,700
Interest paid....................................................................
8,400
Bank loans.......................................................................
50,000
Trade accounts payable.................................................
81,000
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Accrued wages.................................................................
Property taxes.................................................................
Traveling expense, salesmen...........................................
Advertising......................................................................
Capital stock, common—$100 par per share.................
“
“ preferred—7% cumulative, $100 par per
share....................................................
Accrued local taxes.........................................................
Surplus.........................................................
Tools produced for company’s use.................................
Dividends paid................................................................

$12,950
14,820
18,000

24,500

$24,650

1,000,000

350,000
8,750
973,970
11,000

$6,307,870 $6,307,870
During the course of your audit, the following facts are disclosed:
The cashbook was held open at the close of the accounting period and col
lections on customers’ accounts of $20,000, received in January, 1926, were
included in the period under review as cash in transit.
The accounts receivable are found to be in bad condition and to include
$12,000, admittedly worthless, and $17,000 on which only a 50 per cent.
recovery is expected. Of the bad accounts, $11,000 relate to prior years as do
$8,000 of the doubtful accounts. All accounts written off by the company in
1925 relate to prior years. Notes receivable are considered to be good. Your
examination of the bad debt reserve indicates a debit balance of $1,600, per
books, as at December 31, 1925.
The inventories, December 31,1925, consist of the following:
Raw materials....................................... ............................ $380,000
Factory supplies..................................................................
18,600
Work in process and finished goods...................................
750,000
The work in process and finished goods inventories comprise the following
elements of cost:
1924
1925
Labor................................................................ $100,000 $140,000
Materials..........................................................
300,000 400,000
Factory overhead.............................................
125,000
210,000
Overhead is distributed on the basis of productive labor and your examina
tion of the cost accounts discloses the following:
Actual
Actual
Rate used
overhead
in
productive
labor
cost system
1923............................................ $400,000
$490,000
125%
1924............................................
480,000
125
300,000
1925............................................
450,000
540,000
150
The company computes its depreciation on the basis of rates applied to cost
values at January 1, 1925, although effect has been given, on the books of the
company, to an appraisal of all properties as of January 1, 1925.
Following is a summary of the property accounts and reserves for deprecia
tion:
Book value
Appraisal
Dec. 31, 1924
values
Jan. 1, 1925
(cost)
Gross value:
Land..............................................
$50,000
$150,000
Buildings........................................
300,000
450,000
Machinery and equipment...........
600,000
1,000,000
Tools..............................................
50,000
40,000
Reserves for depreciation:
$125,000
Buildings....................................
$150,000
Machinery and equipment........... - 400,000
250,000
Tools..............................................
30,000
15,000
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The following rates of depreciation used by the company are found adequate:
Buildings, 2 per cent.; machinery and equipment, 10 per cent.; tools, 25 per
cent. Additions to the property accounts during 1925 consisted entirely of
tools manufactured in the company’s plant. These were not completed and
ready for use until December 31, 1925. Charges to the tool account represent
the following items: materials, $1,000; labor, $4,000; overhead, $6,000.
The company has made no provision for federal taxes for 1925 and admits
that its liabilities are, in this respect, understated. It claims, however, that it
has no federal tax liability for taxes for prior years. Upon examination of the
company’s returns and tax file, you find that although heavy losses, incurred
in 1921 and 1922, would practically offset the profits of 1923 and 1924, the
company made very large profits in 1918, 1919 and 1920; that a field agent has
made an examination and found an additional tax liability for these years of
$100,000. A letter in the files from the company’s tax attorneys estimates the
liability at $75,000 and your own scrutiny of the returns for these years serves
to confirm this estimate.
Among the stipulations of the preferred-stock agreement is a clause to the
effect that annually, on or before March 31st of each year, the company shall
set aside, out of the earnings of the calendar year preceding, the amount of
$25,000 to purchase for retirement and cancellation an equivalent par amount
of preferred stock which is callable by lot at par.
Solution:
The adjusting journal entries which follow may be traced to the working
papers by means of the entry numbers.

Journal entry No. 1
Accounts receivable................................................................ $20,000
To—Cash........................................................................
$20,000
To transfer to customers’ accounts the collections
received in January, 1926, and credited to customers’
accounts as of December 31, 1925.
Journal entry No. 2
Surplus (bad debts)................................................................ 16,600
To—Accounts receivable................................................
Reserve for bad debts............................................
Reserve for bad debts.......................................................
(See explanation below)
Journal entry No. 3
Bad debts................................................................................
To—Accounts receivable................................................
Reserve for bad debts............................................
(See explanation below)

11,000
1,600
4,000

5,500
1,000
4,500

Explanation of entries adjusting accounts receivable
Charge Charge
Total surplus bad debts

Credits to accounts receivable for:
Worthless accounts to be written off:
Applicable prior to 1925.............................
Applicable to 1925.....................................

$11,000 $11,000
1,000
$1,000

Total credits to accounts receivable............ $12,000
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Charge Charge
Total surplus bad debts

Credits to reserve for bad debts:
To close out the debit balance in the reserve
resulting from write-offs of accounts arising
prior to 1925 in excess of reserve provision at
December 31, 1924....................................
To set up reserve for 50% of doubtful accounts
on the books at December 31, 1925:
Applicable to prior years................ $8,000
Applicable to 1925 ..........................
9,000

$1,600

$1,600

4,000
4,500

4,000

$4,500

Total............................................ $17,000

Total credits to reserve.............................. $10,100

Totals...................................................... $22,100 $16,600

$5,500

Journal entry No. 4
Inventory—Raw materials, December 31, 1925................ $380,000
To—Manufacturing account......................................
$380,000
To record the above closing inventory and to
transfer to the manufacturing account.
Journal entry No. 5
Inventory—Factory supplies, December 31, 1926............
To—Factory supplies..................................................
To set up inventory of factory supplies.

$18,600

$18,600

Before an adjusting entry is made to bring the inventory of work in process
and finished goods at December 31,1925, on the books, an examination should
be made to determine the accuracy of the elements of cost used in arriving at the
inventory value. The direct labor ($450,000) shown in the trial balance is in
agreement with the amount of direct labor disclosed by the cost accounts for
the year 1925, but an analysis of the overhead brings out the fact that the total
shown by the cost records ($540,000) is before giving consideration to the
inventory of factory supplies ($18,600) on hand at December 31,1925, and the
adjustment for depreciation of tools commented upon later.
The following data show the correct manufacturing expense for the year and
the adjusted value of the work in process and finished goods at December 31,
1925, on the basis of the correct burden.

Statement of factory overhead for the year ended December 31, 1925

Power, light and heat.......................................................................... $37,650
Maintenance and repairs........................................................................
39,265
Sundry factory expenses.........................................................................
37,875
Depreciation, buildings.......................................................................
6,000
“
machinery and equipment...............................................
60,000
“
took (see journal entry No. 9)....................................
10,000

51

The Journal of Accountancy
Indirect labor....................................................................................... $242,000
Insurance..............................................................................................
18,700
Property taxes.....................................................................................
12,950
Factory supplies.................................................................
$73,060
Less—Inventory, December 31, 1925............................
18,600
------- ---54,460
Total...................................................

$518,900

The actual overhead rate is found to be ($518,900 overhead ÷ $450,000
labor) 115.31 per cent. of direct labor, and not 150 per cent., the rate used in the
cost system. As shown in the following analysis the correct inventory valua
tion should be $701,435.

Cost
Correct
used
cost
Labor................................................................................... $140,000 $140,000
Materials............................................................................. 400,000 400,000
Overhead (150% of labor)................................................... 210,000
Overhead (115.31% of labor)............................................
161,435
Total cost................................................................

$750,000 $701,435

The entry to record this inventory follows:
Journal entry No. 6
Inventory, work in process and finished goods, December
31, 1925............................................................................ $701,435
To—Manufacturing account....................................................... $701,435
To record the work in process and finished goods
inventory, December 31, 1925.

A similar adjustment is necessary for the opening (December 31, 1924)
inventory of work in process and finished goods which included, with direct
labor and materials, an overhead charge based upon a rate of 125 per cent. of
labor. This rate should have been 160 per cent. ($480,000 overhead 4$300,000 labor) as disclosed by an analysis of the cost records. A summary and
comparison follows:
Cost
Correct
used
cost
Labor............................................................................... $100,000 $100,000
Materials.........................................................................
300,000
300,000
Overhead (125% of labor)................................................
125,000
Overhead (160% of labor).............................................
160,000
Total.................................................................

$525,000

$560,000

The understatement of this inventory of December 31, 1924, should be
adjusted by a credit to surplus account.
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Journal entry No. 7
Inventory—Work in process and finished goods, De
cember 31, 1924........................................................
$35,000
To—Surplus.............................................................
To correct the inventory of work in process and
finished goods, December 31, 1924.
Correct value...............
$560,000
Amount entered..................
525,000
Adjustment........................................

$35,000

$35,000

The fixed-asset accounts and the related reserves for depreciation of the
company were adjusted on the books at January 1, 1925, to agree with the
appraisal values as of that date. The offsetting credit for the net appreciation,
however, does not appear as “earmarked” or set aside in the trial balance of
December 31, 1925, and as it undoubtedly was credited directly to surplus
account an adjustment should be made to isolate the appraisal element of
surplus in an unrealized appreciation account.
Comparative statement of fixed assets and depreciation reserves showing book
values, appraisal values, and appreciation as of December 31, 1924
Book value Appraisal
(cost)
value Apprecia
December January 1,
tion
31, 1924 1925
Gross value:
Land....................................................
Buildings.............................................
Machinery and equipment.................
Total (exclusive of tools)................. ..
Tools....................................................

$50,000 $150,000
300,000
450,000
600,000 1,000,000

$100,000
150,000
400,000

$950,000 $1,600,000
50,000
40,000

$650,000
10,000*

Total gross values....................... ... $1,000,000 $1,640,000

$640,000

Reserve for depreciation:
Buildings............................................. ...
Machinery and equipment.................

$150,000
400,000

$125,000
250,000

$25,000
150,000

Total (exclusive of tools)................ ...
Tools...................................................

$550,000
30,000

$375,000
15,000

$175,000
15,000

Total reserve for depreciation... ...

$580,000

$390,000

$190,000

Depreciated values:
Exclusive of tools............................... ...
Tools....................................................

$400,000 $1,225,000
20,000
25,000

$825,000
5,000

Total............................................ ...

$420,000 $1,250,000

$830,000

• Decrease.
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It would appear from an examination of the foregoing appraisal figures that
excessive provision for depreciation has been made in past years. In that
event, profits in prior years have been understated and surplus at December
31, 1924, is understated, and it would be correct to credit surplus with the
amount of such excess provision, treating as unrealized profit only the differ
ence between appraisal values (net) and the book values after adjustment of
the reserve accounts for excessive provisions for depreciation in the past.
But the problem does not classify the appraisal adjustment as to its various
possible sources, namely, increases in price levels, possible errors in distin
guishing between capital and revenue expenditures, incorrect depreciation on
a cost basis, and adjustment of depreciation to an appraisal basis. In respect
of tools, however, the usually temporary nature of such property and the
difficulty of pursuing a strictly accurate policy of depreciation and differentia
tion between capital and revenue expenditures lead to the assumption (some
what arbitrary, perhaps, but probably justifiable) that the appraisal revaluation
is more largely the result of past errors affecting revenue than of mere price
increases. It therefore appears fairly reasonable to allow the appraisal
adjustment of tools in the net amount of $5,000 to remain as a credit to surplus
in correction of profits of prior years, and to set up in reserve the unrealized
profit on the remaining assets. On the basis of the above stated assumption,
the following entry should be made:

Journal entry No. 8
Surplus.............................................................................
To—Reserve for unrealized profit on appraisal....
To transfer from surplus to the reserve.

$825,000
$825,000

Some further consideration of the tools account appears necessary. The
problem shows that depreciation in the amount of $12,500 has been provided
during 1925, this being 25 per cent. of the book value of $50,000. But the
appraisal shows a gross value of only $40,000. The decrease of $10,000 can
scarcely be thought to have resulted from a lowering of price levels, because
the large increases in the gross values of the other appraised assets suggest the
strong probability of a general increase in price levels. The logical conclusion
is that tools have been improperly capitalized or that the cost of worn-out
tools has not been taken from the asset account. For these reasons it appears
desirable to adjust the depreciation provision for the year by the following
entry:

Journal entry No. 9
Reserve for depreciation—Tools....................................
To—Depreciation, tools..........................................
Provision set up—25% of $50,000...
$12,500
Adjusted provision—25% of $40,000
10,000
Adjustment.......................................

$2,500
$2,500

$2,500

The question now arises as to the consideration to be given to other ap
praised values in making adjustments of the depreciation provisions already
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set up in the accounts on a cost basis. In other words, should depreciation for
1925 on assets other than tools be based on cost or appraised values?
The purpose in basing the depreciation charges on the cost value of the
fixed assets is to charge operations with the cost of the property consumed.
If this charge were based on the appraisal values, the operating costs would
be overstated and would result in an understatement of profits.
But in considering the credit to the related reserves for depreciation, the
candidate is faced with the following dilemma:
(1) If the reserve is credited with the amount of depreciation based on the
cost of the assets, it will be a hybrid. On January 1, 1925, the
reserves for depreciation were adjusted to agree with the appraisal
figures, and if the amount of depreciation for the current year is based
on cost values, the reserves will contain amounts based on both values
—appraisal and cost.
(2) This incongruity in the reserve may be avoided by providing depre
ciation for the current year on the basis of the appraisal values. The
credits to the reserve for depreciation will thus be kept on a uniform
(appraisal) basis. The offsetting charge should be divided into two
parts, as follows:
(a) Depreciation of cost—charged to operations.
(b) Depreciation of appreciation—charged to the reserve for unreal
ized profit on appraisal.
The entries for the (b) element during the remaining life of the property
would transfer the reserve for unrealized profit on appraisal into the reserves
for depreciation if the appreciation were depreciated over the remaining life
of the assets subsequent to the appraisal. But this remaining life is not known.
To illustrate the difficulty under consideration, consider the stated facts as to
buildings. The depreciation rate is 2 per cent.; at this rate it will require 50
years to transfer the building appraisal profit from the reserve for unrealized
profit on appraisal into the reserve for depreciation.
But 50 years was presumably the estimated total life of the building, and
not the estimated life remaining after the appraisal. Two guesses may be
made as to the remaining life of the asset, as follows:
From data on the
Cost basis Appraisal
basis
$300,000
$450,000
Asset account..............................................................
Depreciation................................................................
150,000
125,000
50%
27.7%
Per cent. depreciated..................................................
Expired life.................................................................
25 years
Remaining life.............................................................
25 years
25 years
Expired life..................................................................
Remaining life:
27.7%— 25 years
65 yean
72.3%-

If the cost-data basis is correct the appreciation should be written off over
25 years, or at the rate of 4 per cent. per annum; in that case, the 2 per cent.
rate will be insufficient to transfer the unrealized profit to the depreciation
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reserve. On the other hand, if the appraisal-data basis is correct, the appre
ciation should be written off over 65 years, or at the approximate rate of 1½
per cent. per annum; in that case, the 2 per cent. rate is too large and will result
in transferring the unrealized profit to the depreciation reserve before the
expiration of the life of the asset.
Such difficulties as these appear to be inherent in the accounting for ap
praisals. For purposes of this solution it appears to be sufficient to call atten
tion to the principles and the difficulties involved, and to set up the provisions
for depreciation of both cost and appreciation at the annual rates stated in
the problem.
Statement showing computation of charge against the reserve
for unrealized profit on appraisal for depreciation based
upon the appreciation of fixed assets
Amount of
Amount of
Rate of
deprecia
appreciation depreciation
tion
Buildings..........................
$150,000
$3,000
2%
Machinery and equipment.....................
400,000
40,000
10%
Journal entry No. 10
Reserve for unrealized profit on appraisal................... $43,000
To—Reserve for depreciation, buildings......
Reserve for depreciation, machinery and
equipment..........................................
To charge reserve for unrealized profit on ap
praisal with depreciation on the excess of appraised
value over cost in respect of buildings, machinery
and equipment.

$3,000
40,000

During the year 1925, the company manufactured tools for its own use, but
these were not completed or ready for use until December 31,1925. A charge
was made to tools account for the following:
Materials................................................................
$1,000
Labor......................................................................
4,000
Overhead (150%)...................................................
6,000
Total...................................................................

$11,000

It will be noticed that the overhead charge of $6,000 is 150 per cent. of
direct labor, $4,000, and as may be seen from the computations and comments
preceding entry No. 6, the actual rate for the year 1925 was found to be 115.31
per cent. The charge for these tools should be adjusted to express the fol
lowing cost:
Materials................................................... $1,000
Labor...........................................................................
4,000
Overhead (115.31%)...................................................
4,612
Total.....................................................................

$9,612

In general, conservative theory would include as overhead only such
increases in expenses as are directly attributable to the construction of assets
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for own use. This information is not given in the problem, and the candidate
may adopt the ultra-conservative method of charging the cost of manufacturing
the tools with only material and direct labor, or he may include overhead based
on the actual rate (115.31 per cent.). For the purpose of this solution, the
latter method is followed.
Journal entry No. 11
Tools produced for company’s use.................................
To—Tools................................................................
To reverse the charge to tools account.
(See entry No. 12).

Journal entry No. 12
Tools................................................................................
To—Manufacturing account..................................
To charge tools account with the cost of pro
duction:
Materials............................................. $1,000
Labor......................................................... 4,000
Overhead................................................... 4,612

$11,000

$11,000

9,612
9,612

Total cost............................................ $9,612
Journal entry No. 13
Surplus........................... . . .............................................
24,500
To—Dividends paid................................................
24,500
To transfer the amount of dividends paid (7%
on $350,000) on preferred stock outstanding.
It would be well for the accountant, if possible, to obtain an authorization
from the board of directors, who should pass a resolution appropriating the
estimated amount necessary to meet the liability for additional assessments
of income and profits taxes for the years 1918, 1919 and 1920.

Journal entry No. 14
Surplus............................................................................
To—Reserve for additional assessments for income
and profits taxes, 1918, 1919 and 1920..................
To set aside reserve for estimated amount of
additional assessments for income and profits
taxes for the years 1918, 1919 and 1920.

$75,000

$75,000

Before computing the income-tax liability for the calendar year 1925, it is
necessary to determine the amount which may be deducted from gross income
as bad debts, and this will depend, in turn, upon the method of treating such
debts. That may be (1) by the deduction of an addition to a reserve for bad
debts, or (2) by the deduction of debts ascertained to be worthless in whole
or in part and charged off within the year. The second method has been fol
lowed in the solution although information is lacking as to the amount of debts
ascertained to be worthless and charged to the bad-debts reserve during the
year. The amount of the deduction is determined as follows:

57

The Journal of Accountancy
Debts ascertained to be worthless which have not yet been
charged to the bad-debts reserve....................................................
Debts ascertained to be worthless which have been charged to
the bad-debts reserve—at least (possibly less but probably more).
Total deduction........................................................................

$12,000

1,600
$13,600

The income-tax liability for the year 1925 may therefore be computed as
follows:
Net profit for period before provision for federal income
taxes.............................................................................. $602,017
Add:
Donations (unallowable deduction).................................
350

Total.............................................................................. $602,367
Deduct:
Excess of deduction for bad debts over amount of bad
debts charged to profit and loss for year ($13,600 —
$5,500).......................................................................
8,100

Net income........................................................................... $594,267
Income tax—13% of $594,267.............................................

$77,255

Journal entry No. 15
Surplus.........................
$77,255
To—Income tax payable, 1925....................................
$77,255
To record income-tax liability for the year 1925.
The preferred-stock agreement requires that the company set aside on or
before March 31st of each year out of the earnings of the calendar year pre
ceding, the amount of $25,000 to purchase for retirement and cancellation an
equivalent par amount of preferred stock. Unless the directors have author
ized the setting aside of an amount for this purpose, no entry is necessary at
December 31,1925, because the provision does not become operative until the
following March 31st. However, the matter should be, and is in the accom
panying statements, alluded to in a footnote.
Moreover, an analysis should be made of the accounts for the current and
prior years to ascertain whether or not this requirement has been met, and
comment should be made accordingly. The indications are that the March 31,
1925, requirement was not met. It will be seen by reference to the trial
balance that dividends amounting to $24,500 have been paid during the year.
This dividend payment is 7 per cent. of $350,000, the amount of the 7 per cent.
preferred stock outstanding at December 31, 1925. If the company had re
tired and cancelled $25,000 par amount of preferred stock on or subsequent to
March 31, 1925, the outstanding preferred stock before that date must have
been $375,000, and in that case dividends for the year would have been more
than $24,500.
In either case it may be assumed, inasmuch as the dividends paid amounted
to exactly 7 per cent. of $350,000 that this is the amount of preferred stock
that was outstanding during the entire year and that the company failed to
meet the apparent requirement of the preferred-stock agreement to retire
$25,000 of this stock each year.
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350,000
1,600

350
32,520
2,650
31.720
37,650
39.265
37.875
73.060

Donations............................................
General office salaries ........................
Unexpired insurance..........................
Return sales and allowances.............
Power, light and heat ........................
Maintenance and repairs..................
Sundry factory expenses...................
Factory supplies.................................

525,000

Reserve for depreciation, tools ..........
Stationery and office supplies ...........
Salesmen’s salaries ........................
Inventory—work in process and fin
ished goods, December 3 1 , 1924..
Inventory—materials, December 31.
1924 ..............................................
Reserve for bad debts ........................
12,620
87.500

36.250
150,000
450,000
1,000,000
51,000

Notes receivable..................................
Land .....................................................
Building ...............................................
Machinery and equipment ...............
Tools .....................................................
Reserve for depredation, buildings .
Reserve for depredation, machinery
and equipment.............................

Accounts receivable ........... ............

$235,240
547,000

Cash ......................................................

DR.

( I)

$ 12,620
35.000 (7)

2,500 (9)

18,600 (5)

1,600 (2)
4,000 (2)
4 , 500 (3)

37,650
39.265
37.875
54,460

350,000

31,720

350
32,520

87.500

2,650

555,000
36.250
150.000
450,000
1,000,000
49,612

$2 15, 240

CR.

Balance-sheet
DR.

8,500

350,000
35.000

CR.

Profit and loss
DR.

40,000 (10)

CR.

310,000
27.500

$560,000

DR.

$134,000

11,000 ( II )

$20,000 ( I)
11,000 (2)
1,000 (3)

CR.

3.000(10)

9.612(12)

$20,000

DR.

$131,000

CR.

X Company
Working papers for the year ended December 3 1 , 1925
Trial balance
December 3 1 , 1925
Adjustments
Manufacturing
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Total .............................

Tools produced for company’s use ..
Dividends paid ...................................

Direct labor .........................................
Materials purchased..........................
Depreciation, buildings.....................
Depreciation, machinery and equip
ment .............................................
Depreciation, tools .............................
Sales .....................................................
Indirect labor......................................
Insurance............................................
Executive salaries..............................
Miscellaneous office expense ............
Interest paid .......................................
Bank loans ..........................................
Trade accounts payable ....................
Accrued wages,...................................
Property taxes ....................................
Traveling expense, salesm en ............
Advertising..........................................
Capital stock, common ($100 par),.
Capital stock, preferred, 7%, cumu
lative, ($100 par) ......................
Accrued local taxes ............................
Surplus.................................................

X Company

DR.

35.000 (7)

11,000

9 ,385
34,500 (13)

350,000
8,750

50,000
81.000
34,650

CR.

Balance-sheet
DR.

350,000
8,750
973.970

14,820
18,000

110,000
3.700
8,400

$3,340,000

CR.

Profit and loss
DR.

1,000,000

12,950

242,000
18,700

CR.

1,000,000

50,000
81,000
24,650

$6,307,870 $6,307,870

34,500

12,950
14,820
18,000

242,000
18,700
110,000
3,700
8,400

60,000
10,000

2,500 (9)

CR.

60,000
12,500

16,600 (2)
825.000 (8)
24,500 (13)
75.000 (14)
77, 355(15)
11,000(11)

DR.

450,000
1,625,000
6,000

3,340,000

CR.

450,000
1,625,000
6,000

DR.

Working papers for the year ended December 31, 1925 (Continued)
Trial balance
December 31, 1925
Adjustments
Manufacturing
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$2,245,002

43,000 (10)

$2,245,002

75,000 (14)
77,255 (15)

Net profit—to surplus ...............................................................................................................................................................

$3,503,900 $3,503,900
602,017

75,000
77,255

782,000

$3,340,000 $3,340,000 $3,568,172 $3,568,172

602,017

2,412,853 2,412,853

9,612

701,435

701,435
701,435 (6)
825,000 (8)
9,612 (12)

380,000

701,435 (6)

$380,000
18,600

380,000 (4)

5,500

18,600 (5)

5,500 (3)
380,000 (4)

Cost of goods manufactured and sold, to —profit-and-loss account.............................................

Total ................................

Bad debts ....................................................................................
Inventory—raw materials, December 3 1 , 1925 ...................
Manufacturing account .........................................................
Inventory—factory supplies, December 31, 1925.................
Inventory-work in process and finished goods, December
3 1, 1925 ................................................................................
Manufacturing account.........................................................
Reserve for unrealized profit on appraisal.............................
Manufacturing account (tools manufactured).................
Reserve for additional assessment for income and profits
taxes, 1918, 1919, 1920................................
Income tax payable, 1925 .........................................................

Students' Department
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Exhibit “A ”

X Company
Statement of cost of goods manufactured and sold for the year ended
December 31, 1925
Raw materials:
Inventory, January 1, 1925.................................... $350,000
Purchase...................................................................... 1,625,000

Total.......................................................................$1,975,000
Less: Inventory, December 31, 1925 .........................
380,000
-------------- $1,595,000
Direct labor.....................................................................
450,000
Manufacturing expenses:
Indirect labor.......................................................... $242,000
Power, light and heat.................................................
37,650
Maintenance and repairs............................................
39,265
Sundry factory expenses.............................................
37,875
Factory supplies..........................................................
54,460
Depreciation;
Buildings............................
$6,000
Machinery and equipment......................... 60,000
Tools........................................................... 10,000
-------76,000
Insurance.....................................................................
18,700
Property taxes.............................................................
12,950
-------------518,900
Total....................................................................................... $2,563,900
Less: Cost of tools manufactured.....................................................
9,612

Total......................................................................................... $2,55.4,288
Deduct inventory variation, work in process and fin
ished goods:
December 31, 1925...................................................... $701,435
January 1,1925...........................................................
560,000
-------------141,435
Cost of goods manufactured and sold................................................ $2,412,853

Exhibit “B”
X Company

Statement of profit and loss for the year ended December 31, 1925
Gross sales......................................................................... $3,340,000
Less: Return sales and allowances.................................
31,720
-------------$3,308,280
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Cost of sales (exhibit "A")..............................................................

2,412,853

Gross profit on sales.......................................................
Deduct: Selling, general and administrative expenses:
■ Salesmen’s salaries......................................................
Traveling expense, salesmen.......................................
Advertising..................................................................
Stationery and office supplies..................................
Donations....................................................................
General office salaries.................................................
Miscellaneous office expense.......................................
Executive salaries........................................................
Bad debts....................................................................

$895,427
$87,500
14,820
18,000
12,620
350
32,520
3,700.
110,000
5,500
------------

285,010

Net profit from operations................................................................
Interest paid......................................................................................

$610,417
8,400

Net profit for the period...................................................................

$602,017

Exhibit “C”
X Company
Analysis of surplus account for the year ended December 31, 1925
Balance, January 1, 1925, per books............................................... $973,970
Add: Understatement of inventory—work in process
and finished goods, December 31,1924......................................
35,000

Total....................................................................................... $1,008,970

Deduct:
Bad debts applicable to prior years........................... $16,600
Appreciation of fixed assets (not including tools)......... 825,000
Reserve for additional assessments for income and
profits taxes, 1918, 1919, 1920.................................... 75,000
----------

916,600

Balance, January 1,1925, as adjusted.............................................
Add: Net profit for the year, 1925 (exhibit “B”)................................

$92,370
602,017

Total.......................................................................................

$694,387

Deduct:
Dividends paid............................................................ $24,500
Income tax, 1925............................................................
77,255
----------

Balance, December 31, 1925...........................................
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101,755

$592,632

The Journal of Accountancy
X Company
Balance-sheet, December 31, 1925
Assets
Current assets:
Cash.........................................................................
Accounts receivable................................ $555,000
Less: Reserve for bad debts...................
8,500

Notes receivable......................................................
Inventories:
Raw materials................................. $380,000
Work in process and finished goods ... 701,435
Prepaid expenses:
Unexpired insurance...............
Inventory of factory supplies.................................

$215,240
546,500

36,250

1,081,435 $1,879,425
$2,650
18,600

21,150

Fixed assets:

Reserve
for
depreci
ation

Appraisal
value
Land...................................
$150,000
Buildings............................
450,000 $134,000
Machinery and equipment..
1,000,000 350,000
25,000
Tools...................................
49,612

Total...........................

Book
value
$150,000
316,000
650,000
24,612

$1,649,612 $509,000 $1,140,612

1,140,612

$3,041,287
Total..........................................................

Liabilities and Net Worth
Current liabilities:
Accrued wages....................................................
Accrued local taxes...............................................
Income tax payable, 1925...................................
Bank loans...........................................................
Trade accounts payable......................................

$24,650
8,750
77,255
50,000
81.000

Reserve for additional assessments for income and
profits taxes, 1918, 1919, 1920.................................................
Net worth:
Capital stock:
Preferred—7% cumulative (par $100)..............
$350,000
Common—(par $100)..........................................
1,000,000
Surplus (exhibit "C”).............................................
592,632
Reserve for unrealized profit on appraisal............
782,000

$241,655

75,000

2,724,632
$3,041,287

Total.....................................
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Note.—No provision has been made for possible additional assessments or
recoveries of income and profits taxes for the years 1921, 1922, 1923 and 1924.
(It will be noted that adjustments were made for an understatement of the
inventory of December 31, 1924, and for bad debts applicable to prior years.)
The preferred-stock agreement requires that the company set aside on or
before March 31,1926, out of the earnings of the calendar year 1925, the amount
of $25,000 to purchase for retirement and cancellation an equivalent par
amount of preferred stock which is callable by lot at par. No provision has
been made for the calendar year 1925.
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